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INDEPENDENT:AUDITORS’ REPORT

To the Board of Directors of
NORTHERN vARIZONA REGIONAL BEHAVIORAL HEALTH AUTHORITY, INC.

We have audited the accompanying statements. of financial position of Northern Arizona Regional
Behavioral Health Authority, Inc. at June 30, 2005.and 2004, and the related statements of activities
and change in net assets and cash flows for the years then ended. These financial statements are the
‘responsibility of the management of Northern Arizona Regional Behavioral Health Authority, Inc.
Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with- U.S. generally accepted auditing standards and the
standards applicable to financial audits contained in Government Auditing Standards, issued by the
Comptroller General of the United States. Those standards require that we.plan and perform the
~ audits to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of Northern Arizona Regional Behavioral Health Authority, Inc. at June 30, 2005
and 2004, and the change in its net assets and its cash flows for the years then ended, in conformity
with U.S. generally accepted accounting principles.

In accordance with Government Auditing Standards, we have also issued our report dated October 10,
2005 on our consideration of Northern Arizona Regional Behavioral Health Authority, Inc.’s
internal control over financial reporting and on our tests of its compliance with certain provisions of
laws, regulations, contracts and grant agreements. The purpose of that report is to describe the scope
of our testing of internal control over financial reporting and compliance and the results of that testing,
and not to provide an opinion on the internal control over financial reporting or on compliance. That
report is an integral part of an audit performed in accordance with Government Auditing Standards and
should be considered in assessing the results of our audit.

We have audited the basic financial statements of Northern Arizona Regional Behavioral Health
Authority, Inc. as of and for the year ended June 30, 2005, and have issued our report thereon dated
October 10, 2005. Our audit was performed for the purpose of forming an opinion on the basic
financial statements taken as a whole. The.accompanying Supplemental Schedules of Activities
(Schedules 1, and 2) and the Schedule of Expenditures of Federal Awards (Schedule 3) are presented
for purposes of additional analysis and are not required parts of the basic financial statements. The
Schedule of Expenditures of Federal Awards is required by U.S. Office of Management and Budget



Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations. The information
in those schedules has been subjected to the auditing procedures applied in the audit of the basic
financial statements and, in our opinion, is fairly stated in all material respects in relation to the basic
financial statements taken as a whole.

Clapn V-C.
Phoenix, Arizona ,

October 10, 2005



" NORTHERN ARIZONA REGIONAL BEHAVIORAL

HEALTH AUTHORITY, INC.

STATEMENTS OF FINANCIAL POSITION

June 30, 2005 and 2004

ASSETS

CURRENT ASSETS
Cash and cash equivalents
Accounts receivable:
Grants and contracts
Providers
Other
Notes receivable, current portion
Prepaid expenses
Deposits -
Fair value of interest rate swap
TOTAL CURRENT ASSETS

NOTES RECEIVABLE, net of current pottion
LAND HELD FOR SALE

PROPERTY AND EQUIPMENT, net
TOTAL ASSETS

LIABILITIES AND NET ASSETS

CURRENT LIABILITIES
Accounts payable and accrued expenses
Amounts payable to providers
Amounts payable to funding sources
Unreported services payable
Accrued leave time
Unearned revenue
Current maturities of long-term debt
Current maturities of capital lease obligations

TOTAL CURRENT LIABILITIES

LONG-TERM DEBT, less current maturities

CAPITAL LEASE OBLIGATIONS, less current maturities
TOTAL LIABILITIES

UNRESTRICTED NET ASSETS

TOTAL LIABILITIES AND NET ASSETS

See Notes to Financial Statements
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2005 2004
$10,908791 $ 5,092,769
29 091 3,909,550
1,774,704 612,001
144,270 65,990
300,000 548 542
358,399 176,387
3,405 3,852

- 3,319
13,518,660 10,412,410
250,000 ¢ 550,000
163,964 161,338
5186,887 5,160,466
$ 19,119,511 $ 16,284,214
$ 544474 $ 429,491
3595903 2,160,580
128,821 -
537,000 553,000
242,215 213,491
166,482 238,242
130,121 89,943
15,485 13,513
5,360,501 3,698,260
2194204 2,324,414
16,693 31,516
7571488 6,054,190
11,548,023 10,230,024
$19,119511 §$ 16,284,214




NORTHERN ARIZONA REGIONAL BEHAVIORAL
HEALTH AUTHORITY, INC.

STATEMENTS OF ACTIVITIES AND CHANGE IN NET ASSETS

Years Ended June 30, 2005 and 2004

2005 2004
REVENUES AND GAINS
Arizona Department of Health Services $ 87,126,055 § 75,432,626
Provider service fees _ 700,000 600,000
Other services 84,830 260,480
Interest income 127,057 61,839
Other grants and contracts 91,440 60,539
Miscellaneous 8,374 12,053
TOTAL REVENUES AND GAINS 88,137,756 76,427,537
EXPENSES i
Program service fees distributed to providers : 80,305,966 69,877,666
Salaries , , ' 3,590,171 3,454,504
Employee related expenses 921,071 864,558
Professional and outside services 307,255 334,106
Travel - 120,224 109,407
Occupancy 269,336 308,734
Operating 874,843 800,705
Depreciation and amortization 329,933 334,692 ¢
Interest 100,958 104,628
TOTAL EXPENSES A 86,819,757 76,189,000
CHANGE IN NET ASSETS ' ' 1,317,999 - 238,537
NET ASSETS, BEGINNING OF YEAR 10,230,024 9,991,487

NET ASSETS, END OF YEAR $ 11,548,023 $ 10,230,024

See Notes to Financial Statements
-4-



NORTHERN ARIZONA REGIONAL BEHAVIORAL
HEALTH AUTHORITY, INC.

STATEMENTS OF CASH FLOWS

Years Ended June 30, 2005 and 2004

CASH FLOWS FROM OPERATING ACTIVITIES
Change in net assets
Adjustments fo reconcile change in net assets to net
cash provided by (used in) operating activities:
Depreciation and amortization
(Gain) loss on disposal of equipment
Change in fair value of interest rate swap
Changes in operating assets and liabilities:
Decrease (increase) in:
Grants and contracts receivable
Provider receivables
Other receivables
Prepaid expenses
Deposits
Increase (decrease) in:
Accounts payable and accrued expenses
Amounts payable to funding sources
Amounts payable to providers
Unreported services payable
Accrued leave time
Unearned revenue

Net cash provided by (used in) operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Payments received on notes receivable
Proceeds from sale of property
Proceeds from sale of investments held for performance bond
Purchase of property and equipment
Advances to providers
Increase in land held for sale
Net cash provided by investing activities

CASH FLOWS FROM FINANCING ACTIVITIES
Payments on long-term debt
Payments on capital lease obligations

Net cash used in financing activities

NET CHANGE IN CASH AND CASH EQUIVALENTS
CASH(AND“CASH EQUIVALENTS, BEGINNING OF YEAR

CASH AND CASH EQUIVALENTS, END OF YEAR

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION

Cash paid for interest

SUPPLEMENTAL DISCLOSURE ON NONCASH INVESTING AND FINANCING ACTIVITIES

Equipment acquired under capital lease obligations

See Notes to Financial Statements
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2005 2004
$ 1,317,999 $ 238,537
329,933 334,692
(7,383) 18,496
3,319 (3,319)
3,880,459 (2,803,313)
(1,162,703) (174,344)
(78,280) 29,134
(54,862) 5,992
447 (301)
(12,167) (316,528)
128,821 (22,899)
1,435,323 (1,520,263)
(16,000) 261,000
28,724 (37,066)
(71,760) (6,537)
5,721,870 (3,996,719)
548,542 1,300,000
9,763 3,650
- 4,621,000
(358,734) (125,689)
- (1,750,000)
(2,626) (2,795)
196,945 4,046,166
(89,942) (82,540)
(12,851) (16,718)
(102,793) (99,258)
5,816,022 - (49,811)
5,092,769 5,142,580
$ 10,908,791 $ 5,092,769
$ 97,784 $ 99,500
$ - $ 18,877
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NORTHERN ARIZONA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

NOTES TO FINANCIAL STATEMENTS

Years Ended June 30, 2005 and 2004

Organization operations and summary of significant accounting policies

Nature of operations - Northern Arizona Regional Behavioral Health Authority, Inc. (NARBHA), located
in Flagstaff, Arizona, is an Arizona nonprofit corporation. Through a contract with the Arizona Department of
Health Services (ADHS), which expires June 30, 2008, NARBHA has been designated as the Regional
Behavioral Health Authority (RBHA) for the geographic service area of Apache, Coconino, Mojave, Navajo
and Yavapai counties. NARBHA is responsible for managing and maintaining an organized, comprehensive
behavioral healthcare delivery system for the benefit of eligible members within its geographic setvice area.
NARBHA functions as a behavioral health management organization and does not provide direct healthcare
services to eligible members. Direct behavioral healthcare setvices are provided to eligible members by a
network of subcontracted service providers.

The significant accounting policies followed by NARBHA are as follows:

Basis of presentation - The accompanying financial statements have been prepared in accordance with the
Health Care Organization’s Audit and Accounting Guide issued by the American Institute of Certified Public
Accountants. NARBHA's financial statements are also presented in accordance with Statement of Financial
Accounting Standards (SFAS) No. 117, Financial Statements of Not-For-Profit Organizations. Under SFAS
No. 117, NARBHA is required to report information regarding its financial position and activities according to
three classes of net assets:- unrestricted net assets, temporarily restricted net assets and permanently
restricted net assets. Temporarily restricted net assets are those whose use by NARBHA has been limited by
donors to a specific time petiod or purpose.

Management’s use of estimates - The preparation of financial statements in conformity with U.S. generally
accepted accounting principles requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements. Estimates also affect the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from these estimates.

Cash and cash equivalents - Cash includes cash deposits in banks and cash equivalents. NARBHA
considers all highly liquid debt instruments purchased with an original maturity of three months or less to be

cash equivalents. Accounts at each institution are insured in limited amounts by the Federal Deposit

Insurance Corporation (FDIC).

Grants and contracts receivable - At June 30, 2005 and 2004, NARBHA had amounts outstanding from
ADHS and other state and federal agencies for the provision of comprehensive behavioral healthcare services
for the benefit of eligible members within its geographic service area. Management provides for probabie
uncollectible amounts through a charge to eamings and a credit o a valuation allowance based on its
assessment of the current status of individual balances. Balances that are still outstanding after management
has used reasonable collection efforts are written off through a charge to the valuation allowance and a credit
to grants and contracts receivable. Management considers grants and contracts receivable to be fully
collectible as of June 30, 2005 and 2004 and, accordingly, an allowance for doubtful accounts is not
considered necessary. At June 30, 2005 and 2004, approximately 50% and 99%, respectively, of grants and
contracts receivable were due from ADHS.

Interest rate swap - NARBHA accounted for its interest rate swap agreement in accordance with SFAS No.
133, Accounting for Derivative Instruments and Hedging Activities, as amended. SFAS No. 133 requires that
all derivative instruments be recorded on the statement of financial position at their fair value. Changes in the
fair value of derivatives are recorded each period as a change in net assets. The interest rate swap expired in
May 2005.
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NORTHERN ARIZONA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

NOTES TO FINANCIAL STATEMENTS

Years Ended June 30, 2005 and 2004

Orqanization operations and summary of significant accounting policies (continued)

NARBHA used an interest rate swap contract to convert its variable-rate mortgage note payable into fixed-rate
debt. The resulting cost of funds is higher than that which would have been available under the variable-rate
debt. Under interest-rate swap contracts, NARBHA agrees with other parties to exchange, at specified
intervals, the difference between fixed-rate and floating-rate interest amounts, calculated by reference to an
agreed-upon notional amount.

For the year ended June 30, 2005, NARBHA recoghized a change in fair value on the interest rate swap of
$3,319, which is reported on the statement of activities and change in net assets within miscellaneous
revenue (See Note 6). The swap expired in.May 2005.

Land held for sale - In February 2002, NARBHA purchased land jointly with The Guidance Center (TGC), a
subcontracted service provider, with the intent of splitting the land and constructing a building on its parcel.
When NARBHA purchased another building in May 2003, those plans were abandoned and NARBHA'’s share -
of the land was reclassified as an investment. In 2004, NARBHA elected to place the land for sale. In
accordance with its joint purchase agreement, TGC has the right of first refusal to purchase the property from
NARBHA at fair market value determined through an appraisal at the time of the exercise of the right of first
refusal. Land held for sale is recorded in accordance with SFAS No. 144, Accounting for the Impairment of
Long-Lived Assets, at the lower of the cost or fair value less costs to sell. Subsequent to fiscal year end,
NARBHA sold the land to TGC for approximately $188,000.

Property and equipment - Purchased property and equipment is recorded at cost. Donated property and
equipment is recorded at fair value at the date of contribution to NARBHA. Betterments or renewals in excess
of $2,000 are capitalized. Depreciation is computed using the straight-line method over the following general
range of estimated useful lives:

Estimated Useful Lives

Buildings and improvements 10 - 30 years
Furniture and equipment : . ' 3-5years
Vehicles ‘ 3-5years

Impairment of long-lived assets - NARBHA accounts for long-lived assets in accordance with the provisions
of SFAS No. 144, Accounting for the Impairment of Long-Lived Assets. SFAS No. 144, requires that long-
lived assets be reviewed for impairment whenever events or changes in circumstances indicate that the
carrying amount of an asset may not be recoverable. Recoverability of assets to be held and used is

- measured by a comparison of the carrying amount of an asset to future net cash flows expected to be

generated by the asset. If such assets are considered to be impaired, the impairment to be recognized is
measured by the amount by which the carrying amount of the assets exceeds the fair value of the assets.
Assets to be disposed of are reported at the lower of the cost or fair value less costs to sell.

Revenue recoghnition - NARBHA'’s contract with ADHS requires NARBHA to provide behavioral healthcare
services to all eligible Medicaid (Title XIX) and KidsCare (Title XXI) enrollees within its geographic service
area. Under this agreement, NARBHA receives monthly capitation payments from ADHS based on a
capitated rate and the number of Medicaid and KidsCare eligible enrollees, regardiess of services actually
provided by NARBHA and its subcontracted network of providers. NARBHA is responsible for healthcare
costs which exceed its capitation. Capitation premiums are recognized in the month payment is received, in
accordance with the ADHS policy issued May 1998. '
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NORTHERN ARIZONA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

NOTES TO FINANCIAL STATEMENTS

Years Ended June 30, 2005 and 2004

Organization operations and summary of significant accounting policies (continued)

NARBHA’s contract with ADHS provides for payment to NARBHA at a monthly rate equal to one-twelfth of
specified annual contract maximums under ADHS’ Subvention programs. In May 1998, ADHS issued, and
NARBHA adopted, a policy requiring NARBHA to recoghize ADHS Title XIX and Title XXI funds as revenue
when received. The policy requires NARBHA to determine the amount of unexpended Federal Block Grant
funds at year end, which must be deferred. At June 30, 2005 approximately $99,000 of Federal Block Grant
funds were deferred. There were no unexpended Federal Block Grant funds at June 30, 2004. ADHS
policies also require NARBHA to return any unexpended Federal Block Grant funds if they remain
unexpended for one year beyond when ADHS has granted them. NARBHA did not have any unexpended
funds of this type at June 30, 2005 or 2004.

The Subvention programs provide behavioral healthcare services to lower income, uninsured or underinsured
individuals not eligible for behavioral healthcare coverage under Medicaid or Medicare. The Subvention
programs are funded through a combination of federal mental health block grant funds, State of Arizona
Tobacco Tax Funds and State of Arizona appropriated funds administered by ADHS.

NARBHA has two other programs for which deferred revenue was recorded at June 30, 2005 and 2004. The
first is the Correctional Officer/Offender Liaison (COOL) Program which funds the substance abuse and
behavioral health service needs of high risk offenders on parole from the Arizona Department of Corrections.
There were no amounts deferred at June 30, 2005. The second is House Bill 2003 which provides monies

" from the tobacco litigation seitlement to be spent on training and children’s Non-Title XIX services.

Revenue under these programs is recognized as services are provided. Amounts received in advance of the
performance of services are deferred and are included within deferred revenue in the accompanying
statements of financial position. At June 30, 2005, deferred revenue relates primarily to funds received in
advance for the provision of behavioral healthcare services to Non-Title XIX children and for various training
activities related to children.

In addition to the above programs, NARBHA derives revenues from other grants and contracts to provide
vocational rehabilitation and other related services. Revenue under these grants and contracts are
recognized as setvices are provided.

Provider service fees - NARBHA provides technical assistance and support to a number of its subcontracted
providers. This provider support typically includes such things as recruiting, benefits administration,
contracting to obtain an audit from an external independent auditor, information system support, telemedicine
and the administration and payment of pharmaceutical costs. The subcontracted providers are charged
monthly for these services. NARBHA recognizes revenue as services are provided.

Healthcare service cost recognition - NARBHA contracts with various at-risk providers for the provision of a

* full range of behavioral healthcare services to eligible adults and children for Title XIX, Title XXI and Non-Title

XiX programs. These subcontracted providers are compensated on a budgeted basis for eligible clients in
these categories. Under this agreement, providers are at risk for providing behavioral healthcare services to
eligible enrollees as specified in the agreements, including costs which exceed their budgeted rate. These
services accounted for 92.5% and 92.0% of NARBHA'’s program service fees expense in fiscal 2005 and
2004, respectively.

The cost of all other behavioral healthcare services is on a fee-for-service, cost reimbursement or block
purchase basis subject to contract ceilings for certain programs. These costs are accrued in the period in
which the service is provided to eligible recipients based in part on estimates, including an accrual for
behavioral healthcare services incurred but not yet reported to NARBHA. :
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NORTHERN ARIZONA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

NOTES TO FINANCIAL STATEMENTS

Years Ended June 30, 2005 and 2004

Organization operations and summary of ‘siqnificant accounting policies (continued)

The estimate for unreported services payable is developed using actuarial methods based on historical
expetience, as well as information about current placements at outside inpatient/residential providers. While
management believes the amount is adequate, the ultimate liability may be in excess of or less than the
amount provided. The methods for making such estimates and for establishing the resulting liability are
continually reviewed and adjustments are reflected in each period when necessary.

Expense allocation - Certain direct, indirect and administrative expenses are incurred which benefit more
than one program. Such common expenses are allocated based upon an ADHS approved cost allocation
plan as submitted by NARBHA, which is primarily based upon enrollment, claims and costs by lines of
business.

Income tax status - NARBHA qualifies as a tax exempt organization under Section 501(c)(3) of the Internal
Revenue Code (the “Code”) and, therefore, there is no provision for income taxes. In addition, NARBHA ‘
qualifies for the charitable contribution deduction under Section 170 of the Code and has been classified as an
organization that is not a private foundation. Income determined to be unrelated business taxable income
(UBTI) would be taxable. . '

Reclassifications - Certain amounts in the 2004 financial statements have been reclassified to conform to the
presentation of the 2005 basic financial statements. These reclassifications had no effect on the change in
net assets for 2004.

Notes receivable

Notes receivable consist of: 2005 2004

Loan to provider to fund operations and the construction of an
outpatient clinic. The loan matures June 30, 2007 and bears interest
at 0%. The loan requires payments of principal of $300,000 in fiscal
2006 and $250,000 in fiscal 2007. $ 550,000 $ 850,000

Loan to provider to fund ‘operations and the purchase of kland (Note
1).. The loan required monthly payments of $50,000- and matured

December 2004. : - 148,542
Loan to provider to fund a construction deposit. The loan was repaid

in fiscal 2005. - 100,000

Total notes receivabie ‘ : 550,000 1,098,542

Less current maturities (300,000) (548,542)

Total notes receivable, long-term portion $ 250,000 $ 550,000

As a result of these notes receivable, NARBHA is exposed to certain credit risks. NARBHA manages its risk
by reguiarly reviewing the portfolio of notes receivable and by providing appropriate allowances for doubtful
accounts, if necessary. At June 30, 2005 and 2004, notes receivable are considered by management to be
fully collectible, and accordingly, an allowance for loan losses has not been provided.
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NORTHERN ARIZONA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

NOTES TO FINANCIAL STATEMENTS

Years Ended June 30, 2005 and 2004

Contract performance bond

In accordance with the terms of its contract with ADHS, NARBHA is required to post a performance bond with
ADHS equal to 110% of the first monthly ADHS payment to NARBHA each fiscal year, based on gross
capitation payments as specified in the contract. The amount of the bond is subject to adjustment as certain
conditions change and its method of calculation is specified in the contract. The performance bond must be
maintained to guarantee payment of NARBHA's obligations under the contract. The performance bond
requirement was $7,290,217 and $6,621,000 for 2005 and 2004 respectively. Subsequent to June 30, 2005,
the performance bond requirement was increased to approximately $8.2 million. In 2005 and 2004, the
performance bond requirement was met through the purchase of a surety bond.

Property and eguipment

Property and equipment consists of: 2005 2004
Cost and donated value:
Land and improvements $ 1,211,377 $ 1,148,427
Building and improvements ' 3,876,030 3,876,030
Fumiture and equipment 1,618,429 1,673,113
Vehicles A ' o 123,344 149,366
Total cost and donated value _ .6,829,180 6,846,936
Accumulated depreciation and amortization (1,642,293) _ (1.686.470)
Net property and equipment : $ 5186,887 §_5.160.466

Depreciation and amortization expense charged to operations was $329,933 for 2005 and $334,692 for 2004.
NARBHA has entered into various capital leases for certain office equipment. The leases expire through July

2008. Cost and accumulated amortization of such assets totaled $67,267 and $39,394 as of June 30, 2005,
and $72,219 and $30,893 as of June 30, 2004, respectively.

Capital lease obligations

The obligations under capital leases reflect the present value of future rental payments, discounted at the
interest rates implicit in the leases (6.9%-18%). The future minimum lease payments required under the
capital leases and annual maturities at June 30, 2005 are as follows:

Future minimum lease payments under the capital leases are as follows:

Years Ending June 30,

2006 $ 16,839
2007 . 12,830
2008 4,593
2009 319
Total future minimum lease payments 34,581
Less amount representing interest (2,403)
Present value of future minimum lease payments , 32,178
. Less current portion (15.485)
Long-term portion $ 16,693

-10-
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NORTHERN ARIZONA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

NOTES TO FINANCIAL STATEMENTS

Years Ended June 30, 2005 and 2004

Long-term debt

Long-term debt consists of a mortgage note payable to a bank that is secured by the land and building on
Yale Street in Flagstaff, Arizona, and requires monthly installments of approximately $15,000 including
interest at 3.98% through May 2005. Effective June 1, 2005, the outstanding principal of the loan is to be
fully amortized and repaid in 83 principal payments of $10,843 plus all accrued unpaid interest beginning
June 30, 2005 and continuing each month thereafter. A final payment of all unpaid principal and accrued -
unpaid interest will be due and payable on May 30, 2013. The effectlve interest rate as of June 30, 2005 is
4.75% per annum.

The loan agreement contains various covenants pertaining to the maintenance of certain ratios and delivery
of reports by a certain date. Management believes NARBHA was in compliance with these covenants at
June 30, 2005.

The aggregate maturities of long-term debt outstanding at June 30, 2005 are as follows:

Years Ending June 30,

2006 $ 130,121
2007 130,121
2008 130,121
2009 130,121
2010 130,121
Subsequent to 2010 1,673,810
Annual maturities of long-term debt $ 2324415

NARBHA entered into an interest rate swap agreement (the “Agreement”) to reduce the impact of changes in

.interest rates on its floating rate long-term debt. At June 30, 2004, NARBHA had an outstanding interest rate

swap agreement with a commercial bank, having a notional principal amount of approximately $2.4 million.
The notional amount decreases as principal payments are made on the debt. This Agreement effectively
changes NARBHA's interest rate exposure on its floating rate morigage note payable to a fixed 3.98%. The
Agreement matured May 31, 2005. The fair value of the interest rate swap at June 30, 2005 and 2004 was $0
and $3,319, respectlvely, and the change in fair value on the interest rate swap was a decrease of $3,319 for
the year ended June 30, 2005 and an increase of $3,319 for the year ended June 30, 2004.

Functional expenses

The costs of providing various programs and other activities have been summarized on a functional basis as
follows. Accordingly, certain costs have been allocated between program and supporting services benefited.
Management and general includes expenses that are not directly identifiable with any specific program but
provide for the overall support and direction of NARBHA.

2005 2004
Program expenses . | $80,737,612 $70,551,014
Management and general expenses 6,082,145 5,637,986

Total functional expenses $86,810,757 $76.189.000°

c1q-
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NORTHERN ARIZONA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

NOTES TO FINANCIAL STATEMENTS

Years Ended June 30, 2005 and 2004

Insurance

Through March 2004, NARBHA maintained professional, general, property and other liability coverage on a
claims-made basis through commercial insurance carriers. Effective April 2004, NARBHA, along with seven
of its subcontracted providers, entered into a contractual agreement to form the Behavioral Health Insurance
Pool (BHIP). BHIP is a nonprofit organization formed under Arizona Revised Statute (ARS) 41.621. ARS
41.621 is an Arizona statute which allows contractors and subcontractors with the state of Arizona to form
insurance pools. BHIP functions as a self-insurance administrator which, through its risk-sharing
provisions, provides NARBHA, and seven of its subcontracted providers, with insurance coverage for
professional, general, property and other liability exposure. NARBHA’s per-claim coverage is $2 million,
with an aggregate maximum annual coverage of $10 million, and a self-insured retention of $250,000 per
claim which is funded through the risk-sharing provisions of BHIP. In addition, BHIP has an umbrella policy,
which extends coverage an additional $10 million.

BHIP provides NARBHA with claims made insurance coverage using a combination of self-insured
retentions and excess commercial insurance coverage. BHIP has engaged the services of a professional
actuarial consultant for the determination of premiums to be assessed to participants under the plan of
coverage. As a self-insurance administrator, BHIP enables risk sharing among participating contractors.
NARBHA is required to pay assessed premiums and is subject to a per claim self-insured retention, which is
funded through the risk-sharing provisions of BHIP. In April 2005, BHIP paid the annual premium for
NARBHA of $169,924. NARBHA then entered into a contract to repay BHIP on a quarterly basis. At June
30, 2005, NARBHA owed BHIP $127,150 under this agreement which is included in accounts payable and
accrued expenses. At June 30, 2005, NARBHA had prepaid insurance in the same amount which is
included in prepaid expenses. In 2004, NARBHA prepaid the entire BHIP premium and recorded prepaid
insurance of approximately $128,000 which is included in prepaid expenses and other deposits at June 30,
2004. Insurance expense under the BHIP program, which was effective for the year beginning April 1,

amounted to approximately $43,000 for the three months ended June 30, 2004 and $166 000 for the year
ended June 30, 2005.

BHIP may retroactively assess participants an amount not to exceed the last annual premium per coverage
year based on adverse participant-specific claims experience as defined in the policy. Based on NARBHA’s
historical claims experience and exposure to date with BHIP, no reserves have been established at June
30, 2005 for retroactive premium assessments. Tail coverage was included in the 2004 BHIP premiums. -

Losses on medical malpractice claims are estimated based on claims in excess of per-claim coverage or
aggregate coverage during the claim year. These estimates reflect NARBHA's best estimate of the ultimate
costs of reported and unreported claims, using NARBHA’s past experience, industry experience and
identified asserted claims and reported incidents. There were no estimated or incurred losses on medical
malpractice claims for the years ended June 30, 2005 or 2004.

Pension plan

NARBHA has a defined contribution pension and retirement plan. Pension costs are current service costs
which are accrued and funded on a current basis. NARBHA contributes at a rate of 5% of the annual salary of
employees after two years of service. The contribution rate increases 1% for each two years of continued
employment, commencing after two years of participation, up to a maximum contribution of 10%. In addition,

‘employees may contribute up to 20% of their salaries to the plan. Pension expense was $195,888 and

$183,695 for years ended June 30, 2005 and 2004, respectively.
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NORTHERN ARIZbNA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

NOTES TO FINANCIAL STATEMENTS
. Years Ended June 30, 2005 and 2004

Postretirement benefits

In December 2002, the NARBHA Board authorized the establishment of a Deferred Compensation plan for
NARBHA’s senior management, which is based on years of service and a projected retirement date.
Benefits are payable upon termination of employment. The Deferred Compensation plan had obligations of
$320,000 at June 30, 2005 and $300,000 at June 30, 2004, if certain partICIpant conditions are met. The
plan was fully funded at June 30, 2005.

Commitments and contingencies

Contract Compliance - In accordance with its contract with ADHS, NARBHA is required to maintain certain
minimum financial reporting and viability measures.

Pursuant to its contract with ADHS, NARBHA must maintain unrestricted, minimum capitalization of at least
90% of monthly receipts.

NARBHA's contract with ADHS contains various quarterly financial performance requirements, the most
restrictive of which requires NARBHA to maintain minimum liquidity and equity ratios and limits the amounts of
administrative expenses that may be funded with ADHS contract funds. Management believes NARBHA was
in compliance with these requirements at June 30, 2005 and 2004.

Should NARBHA be in default of any material obligations under its contract with ADHS, ADHS may, at its
discretion, in addition to other remedies, either adjust the amount of future payment or withhold future
payment until satisfactory resolution of the default or exception. In addition, although it has not expressed an
intention to do so, ADHS has the right to terminate the contract in whole or jn part without cause by giving
NARBHA 90 days written notice. Further, if monies are not appropriated by the state or are not otherwise
available, the contract with ADHS may be cancelled upon written notice until such monies are so appropriated
or available. .

Litigation - Periodically, NARBHA is involved in litigation and claims arising in the normal course of
operations. In the opinion of management, based on consultation with legal counsel, losses, if any, from these
matters are covered by insurance or are immaterial.

Healthcare regulation - The healthcare industry is subject to numerous laws and regulations of federal, state
and local governments. These laws and regulations include, but are not necessarily limited to, matters such
as licensure, accreditation, government healthcare program participation requirements, reimbursement for
patient services, and Medicare and Medicaid fraud and abuse. Violations of these laws and regulations could
result in expulsuon from government healthcare programs together with the imposition of significant fines and
penalties, as well as significant repayments for patient services previously billed. At June 30, 2005 and 2004,
NARBHA was not a Medicare certified facility and did not derive any of its revenue from the provision of
services to Medicare beneficiaries. Management believes that NARBHA is in compliance with fraud and
abuse laws and regulations, as well as other applicable government laws and regulations. Compliance with
such laws and regulations can be subject to future review and interpretation as well as regulatory actions
unknown or unasserted at this time.

Concentration of credit risk

A substantial portion of contracts receivable is due from ADHS and is not collateralized. Management
believes any loss due to a concentration of credit risk will be minimal. The estimated value of ADHS
receivables at June 30, 2005 and 2004 was approximately $14,000 and $3,868,000, respectively.

NARBHA currently holds a contract with ADHS to provide services through June 30, 2008 with a provision
for two one-year extensions. Management expects the contract to be renewed through the respective
renewal process.
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NORTHERN ARIZONA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

NOTES TO FINANCIAL STATEMENTS

Years Ended June 30, 2005 and 2004

(13) Subsequent event

In September 2005, NARBHA sold its EIm Avenue building for approximately $964,000. The building was
previously vacant and had a net book value at June 30, 2005 of approximately $548,000.
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NORTHERN ARIZONA REGIONAL BEHAVIORAL
HEALTH AUTHORITY, INC.

SCHEDULE 3 - SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS

Year Ended June 30, 2005

Federal
CFDA Grantor's Federal
Federal Grantor / Pass-Through Grantor / Program Number Number  Expenditures
U.S. Department of Health and Human Services
AZ Department of Economic Security . o
Children - Title XIX 93.779 03-2031 $ 900,045
SMI - Title XIX 93.779 03-2031 658,702
Total AZ Department of Economic Security 1,558,747
AZ Department of Health Services:
Mental Health Block Grant (CMHS): :
SMI - Non Title XIX 93.958 03-2031 81,814
Children - Non Title XIX 93.958 03-2031 801,404
Total Mental Health Block Grant 883,218
Substance Abuse Block Grant (SAPT):
Substance Abuse/General Mental Health 93.959 03-2031 2,941,049
Prevention : 93.959 03-2031 411,293
Total Substance Abuse Block Grant 3,352,342
Centers for Medicare and Medicaid Services
(CMS) Research, Demonstrations and Evaluations:
SMI - Title XIX . 93.779 03-2031 10,562,395
Children - Title XIX _ 93.779 03-2031 13,800,647
Substance Abuse/General Mental Health - Title XiX 93.779 03-2031 4,443,007
PASRR 93.779 03-2031 2,025
Proposition 204 : 93.779 03-2031 16,166,806
Total CMS Research Demonstration and Evaluations 44,974,880
Homeless 93.150 03-2031 88,750
KidsCare, Title XXI 93.767 03-2031 886,171
Total AZ Department of Health and Human Services 50,185,361
Total U.S. Department of Health and Human Services 51,744,108
U.S. Department of Education
Arizona Department of Economic Security
RSA - Vocational Rehabilitation Establishment
Grant Program - SMI 84.126A E5334603 33,376
RSA - Vocational Rehabilitation Establishment
Grant Program - SMI 84126A E5334604 41 ,165
Total U.S. Department of Education 75,541
TOTAL EXPENDITURES OF FEDERAL AWARDS $ 51,819,649

See Notes to Schedule of Expenditures of Federal Awards
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NORTHERN ARIZONA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

NOTES TO THE SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS

Year Ended June 30, 2005

Basis of presentation

The accompanying schedule of expenditures of federal awards includes the federal grant activity of
Northern Arizona Regional Behavioral Health Authority, Inc. and is presented on the accrual basis of
accounting. The information in this schedule is presented in accordance with the requirements of U.S.
Office of Management and Budget (OMB) Circular A-133, Audits of States, Local Governments, and Non-
Profit Organizations. Therefore, some amounts presented in this schedule may differ from amounts
presented in, or used in, the preparation of the basic financial statements.

Cataloqg of federal domestic assistance (CFDA) numbers

The program titles and CFDA numbers were obtained from the 2005 Catalog of Federal Domestic
Assistance.

Subrecipients

Of the federal expenditures presented in the schedule, Northern Arizona Regional Behavioral Health
Authority, Inc. provided federal awards to subrecipients as follows:

Amounts
Federal Provided to

Program Title CFDA Number ' Subrecipients
Mental Health Block Grant (CMHS) ) 93.958 $ 767,295
Substance Abuse Block Grant (SAPT) . 93.959 3,046,728
Centers for Medicare and Medicaid Services

(CMS) Research Demonstrations and Evaluations 93.779 - 42,491,469
Homeless 93.150 82,094
KidsCare, Title XXl 93.767 - 819,709
RSA - Vocational Rehabilitation Establishment ‘

Grant Program - SMI : 84.126A 93,500
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Mayer Hoffman McCann PC.
An Independent CPA Firm

3101 North Central Avenue, Suite 300
Phoenix, Arizona 85012
602-264-6835 ph

602-265-7631 fx

www.mhm-pc.com

REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING AND ON COMPLIANCE
AND OTHER MATTERS BASED ON AN AUDIT OF FINANCIAL STATEMENTS PERFORMED
IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

To the Board of Directors of
NORTHERN ARIZONA REGIONAL BEHAVIORAL HEALTH AUTHORITY, INC.

We have audited the financial statements of Northern Arizona Regional Behavioral Health Authority,
Inc. at June 30, 2005 and for the year then ended, and have issued our repart thereon dated October 10,
2005. We conducted our audit in accordance with U.S. generally accepted auditing standards and the
standards applicable to financial audits contained in Government Auditing Standards, issued by the
Comptroller General of the United States.

internal Control Over Financial Reporting

In planning and performing our audit, we considered Northern Arizona Regional Behavioral Health
Authority, Inc.’s internal control over financial reporting in order to determine our auditing procedures for
the purpose of expressing our opinion on the financial statements and not to provide an opinion on the
internal control over financial reporting. -Our consideration of the internal control over financial reporting
would not necessarily disclose all matters in the internal control that might be material weaknesses. A
material weakness is a reportable condition in which the design or operation of one or more.of the internal
control components does not reduce 1o a relatively low level the risk that misstatements caused by error or
fraud in amounts that would be material in relation to the financial statements being audited may occur and
not be detected within a timely period by employees in the normal course of performing their assigned
functions. We noted no matters involving the internal control over financial reporting and its operation that
we consider to be material weaknesses.

Compliance and Other Matters

~ As part of obtaining reasonable assurance about whether Northern Arizona Regional Behavioral
' Health Authority, Inc.’s financial statements are free of material misstatement, we performed tests of its
compliance with certain provisions of laws, regulations, contracts and grant agreements, noncompliance
with which could have a direct and material effect on the determination of financial statement amounts.
However, providing an opinion on compliance with those provisions was not an objective of our audit, and
accordingly, we do not express such an opinion. The results of our tests disclosed no instances of
noncompliance or other matters that are required to be reported under Government Auditing Standards.
However, we noted certain matters that we reported to management of Northern Arizona Regional
Behavioral Health Authority, Inc. in a separate letter dated October 10, 2005.

This report is intended solely for the information and use of the Board of Directors, management, specific
legislative and regulatory bodies and federal awarding agencies and pass-through entities and is not
intended to be and should not be used by anyone other than these specified parties.

Shoenix. A | | MWH‘“\* MOC@MMPC—

October 10, 2005



Mayer Hoffman McCann PC.
An Independent CPA Firm

3101 North Central Avenue, Suite 300
Phoenix, Arizona 85012 '
602-264-6835 ph

602-265-7631 fx

www.mhm-pc.com

REPORT ON COMPLIANCE WITH REQUIREMENTS APPLICABLE TO EACH MAJOR
PROGRAM AND ON INTERNAL CONTROL OVER COMPLIANCE IN ACCORDANCE WITH
‘ OMB CIRCULAR A-133

To the Board of Directors of
NORTHERN ARIZONA REGIONAL BEHAVIORAL HEALTH AUTHORITY, INC.

Compliance

We have audited the compliance of Northern Arizona Regional Behavioral Health Authority, Inc.
with the types of compliance requirements described in the U.S. Office of Management and Budget
(OMB) Circular A-133 Compliance Supplement that are applicable to each of its major federal
programs for the year ended June 30, 2005. Northern Arizona Regional Behavioral Health
Authority, Inc.’s major federal programs are identified in the summary of auditor's results section of
the accompanying schedule of findings and questioned costs. Compliance with the requirements of
" laws, regulations, contracts and grants applicable to each of its major federal programs is the
responsibility of Northern Arizona Regional Behavioral Health Authority, Inc.’s management.
Our responsibility is to express an opinion on Northern Arizona Regional Behavioral Health
Authority, Inc.’s compliance based on our audit. '

We conducted our audit of compliance in accordance with U.S. generally accepted auditing standards;
the standards applicable to financial audits contained in Government Auditing Standards issued by the
Comptroller General of the United States; and OMB Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133 require that
we plan and perform the audit to obtain reasonable assurance about whether noncompliance with the
types of compliance requirements referred to above that could have a direct and material effect on a
major federal program occurred. An audit includes examining, on a test basis, evidence about
Northern Arizona Regional Behavioral Health Authority, Inc.’s compliance with -those
requirements and performing such other procedures as we considered necessary in the
circumstances. ‘We believe that our audit provides a reasonable basis for our opinion. Our audit does
not provide a legal determination of Northern Arizona Regional Behavioral Health Authority,
Inc.’s compliance with those requirements.

In our opinion, Northern Arizona Regional Behavioral Health Authority, Inc. complied, in all
material respects, with the requirements referred to above that are applicable to each of its major
federal programs for the year ended June 30, 2005.

internal Control Over Compliance

The management of Northern Arizona Regional Behavioral Health Authority, Inc. is responsible
for establishing and maintaining effective internal control over compliance with the requirements of
laws, regulations, contracts, and grants applicable to federal programs. In planning and performing our
audit, we considered Northern Arizona Regional Behavioral Heaith Authority, Inc.’s internal
control over compliance with requirements that could have a direct and material effect on a major
federal program in order to determine our auditing procedures for the purpose of expressing our
opinion on compliance and to test and report on internal control over compliance in accordance with
OMB Circular A-133. ' :



Our consideration of the internal control over compliance would not necessarily disclose all matters in
the internal control that might be material weaknesses. A material weakness is a reportable condition
in which the design or operation of one or more of the internal control components does not reduce to a
relatively low level the risk that noncompliance with applicable requirements of laws, regulations,
contracts and grants caused by error or fraud that would be material in relation to a major federal
program being audited may occur and not be detected within a timely period by employees in the
normal course of performing their assigned functions. We noted no matters involving the internal
control over compliance and its operation that we consider to be material weaknesses.

This report is intended solely for the information and use of the Board of Directors, management,
specific legislative and regulatory bodies, and federal awarding agencies and pass-through entities and
is not intended to be and should not be used by anyone other than these specified parties.

MM‘W M Cann - C
Phoenix, Arizona )

October 10, 2005



NORTHERN ARIZONA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

SCHEDULE OF FINDINGS AND QUESTIONED COSTS

Year Ended June 30, 2005

SUMMARY OF INDEPENDENT AUDITORS’ RESULTS

A

Type of Auditors’ Report Issued on the Financial Statements:

The Independent Auditors’ Report on the basic financial statements of Northern Arizona Regional
Behavioral Health Authority, Inc. at and for the year ended June 30, 2005 was an unqualified
opinion.

Reportable Condition in Internal Control Disclosed by the Audit of the Financial Statements:

The audit of the basic financial statements of Northern Arizona Regional Behavioral Health
Authority, Inc. at and for the year ended June 30, 2005 disclosed no matters involving the internal
control over financial reporting and its operations that are considered by management to be material
weaknesses.

Noncompliance Material to the Financial Statements:

The audit disclosed no instances of noncompliance material to the basic financial statements of

Northern Arizona Regional Behavioral Health Authority, Inc. at and for the year ended June
30, 2005.

Reportable Conditions in Internal Control over Major Programs:

The audit of compliance of Northern Arizona Regional Behavioral Health Authority, Inc. at and
for the year ended June 30, 2005 disclosed no reportable conditions.

Tvpe of Auditors’ Repott Issued on Comglianpe for Major Programs:

The Independent Auditors’ Report on compliance with requirements applicable to each major
Federal program for the year ended June 30, 2005 was an unqualified opinion.

Findings Relating to Major Programs:

_As indicated in Section Ill, the audit disclosed no findings related to major programs for the year

ended June 30, 2005. :

Major Programs:

CFDA Number Name of Federal Program Amount Expended
93.779 Centers for Medicare and Medicaid Services

(CMS) Research Demonstration and Evaluations $ 44974880
93.779 Children and SMI - Title XIX - $ 1558747

Threshold for Distinquishing Between Type A and Type B Programs:

The threshold for distinguishing between Type A and Type B programs was $1,554,589 for the year
ended June 30, 2005.
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NORTHERN ARIZONA REGIONAL
BEHAVIORAL HEALTH AUTHORITY, INC.

SCHEDULE OF FINDINGS AND QUESTIONED COSTS

Year Ended June 30, 2005

SUMMARY OF INDEPENDENT AUDITORS’ RESULTS (CONTINUED)

I Qualifications of Auditee as a Low-Risk Auditee:

Northern Arizona Regional Behavioral Health Authorily, Inc. qualified as a low-risk auditee
under applicable provisions of OMB Circular A-133 for the year ended June 30, 2005.

FINANCIAL STATEMENT AUDIT FINDINGS

None

FEDERAL AWARDS FINDINGS AND QUESTIONED COSTS

None

STATUS OF PRIOR AUDIT FINDINGS

None
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